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Reviewing Authority in Handling 
LLC Losses
-by Neil E. Harl*  
 As is well known, a limited liability company (LLC) is a hybrid with the structural 
features derived heavily from corporate law and with the income taxed as a partnership1 
unless the check-the-box option is employed2  to shift taxation to that of an “association”3 
which is basically corporate tax treatment.4 The regulations make it clear that the  tax 
treatment		of	a	change	in	classification	of	an	entity	for	federal	tax	purposes		is	determined	
under the Internal Revenue Code  :. . . and general principles of tax law.”5
 Moreover, if an LLC commences operation under the so-called “default” provision 
(taxed as a partnership), as is often the case because of the likelihood of start-up losses, 
especially	in	the	early	years	of	the	entity),	the	initial	operating	agreement	typically	reflects	
partnership	tax	treatment.	A	later	election	to	shift	taxation	as	an	association	with	a	filing	
of Form 8832 may require amendments to the operating agreement in implementation of 
the shift in classification to corporate tax treatment.
Consequences of shift in status
  A shift in tax status may have profound effects on the tax treatment of  the entity, 
especially in so-called “conversions” from partnership tax status to association or 
“corporate” tax status and vice versa. Thus, a partnership can be converted to an LLC 
without recognition of gain or loss.6  Upon conversion, the tax year of the converting 
partnership-taxed entity does not close with respect to any or all of the partners and the 
resulting	LLC	does	not	need	a	new	taxpayer	identification	number.7
 But on merger of an S corporation into an LLC, IRS has ruled that the transaction is 
treated “. .. . under general principles of tax law. . .” as a transfer of assets to the LLC 
followed by a distribution of the interest to the S corporation shareholder with gain 
recognized as though the S corporation had sold the property  to the shareholder at the 
time of the distribution.8 The same treatment could be expected with a C corporation 
except that at stake is the double tax treatment of tax on gain at the corporate level and a 
second tax at the shareholder level for C corporations that shift to LLC status.
Handling liabilities under the partnership regulations
 The Internal Revenue Code characterizes debt as recourse or non-recourse for partnership 
purposes based on whether a partner bears the economic risk of loss for the debt.9 Within 
that general framework based on economic risk of loss, all LLC debt should be treated as 
non-recourse for purposes of Subchapter K of the Internal Revenue Code.
______________________________________________________________________ 
* Charles F. Curtiss Distinguished Professor in Agriculture and Emeritus Profes sor of Economics, 
Iowa State University; member of the Iowa Bar.
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not extend to issues under I.R.C. § 61 and § 1001. A loan that 
is guaranteed by a partner is treated as a recourse liability for 
purposes of I.R.C. § 752 even though the liability might be non-
recourse for purposes of the regulations under § 100120 or for 
non-tax purposes.”
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 However, LLC debt may not be considered non-recourse debt 
in four situations for purposes of the partnership regulations–
 Loan guarantee by an LLC member or related party. If an LLC 
member (or a person related to the LLC member) guarantees a 
loan or makes a loan to an LLC., the debt may not be considered 
non-recourse.10
 Obligation of a member exists otherwise under state law. 
Where an obligation of a member exists otherwise under state 
law, such as where a member remains liable for recourse debts 
of a predecessor organization, such as a partnership, the debt 
may not be considered non-recourse.11
 Debt comes within the “interest guarantee” rules or the 
“property-pledge” rules. If the debt comes within the interest 
guarantee rules  or the property pledge rules, the debt may not 
be considered non-recourse.12
 Debt is within the “anti-abuse” rules. If the debt, in fact, 
comes within the  so-called “anti-abuse rules, the debt may not 
be considered non-recourse.13
Handling liabilities under I.R.C. §§  108, 1001
 Although it is not completely clear, it appears to some that 
the partnership regulations have not been fully applicable to 
the handling of non-recourse debt under I.R.C. §§ 108 (income 
from discharge of indebtedness) and 1001 (determination of 
the amount of and recognition of gain or loss).14  To the extent 
discharged excess non-recourse debt generates discharge of 
indebtedness income that is allocated under I.R,C. § 704(b), 
each partner treats his or hers (or its) portion of the discharged 
excess non-recourse debt related to the discharge of indebtedness 
income as a liability in measuring insolvency under I.R.C. § 
108(d)(3).15 The partnership’s discharged excess non-recourse 
debt should be associated with the partner who, in the absence 
of the insolvency or other I.R.C. § 108 exclusion, would be 
required to pay the debt liability arising from the discharge of 
that debt.16
	 Some	 additional	 clarification	 as	 to	 the	 relationship	 of	 the	
partnership regulations regarding  non-recourse debt to the 
handling of non-recourse debt under I.R.C. Sections 108 and 
1001 would be helpful. 
The “small partnership” exception
 Keep in mind that those with an LLC taxed as a partnership 
can side step much of the  complexity in handling losses if the 
requirements are met for the “small partnership” exception.17
Discharge of recourse and nonrecourse debt
	 In	 a	 slightly	 different	 context,	 the	Chief	Counsel’s	Office	
has recognized the inconsistencies in this area.18 The Chief 
Counsel has advised that “. . .  the regulations under I.R.C. § 
752 (pertaining to income tax basis of a partner in a partnership) 
do not determine if a debt is recourse or non-recourse to a 
partnership for purposes of determining whether, on foreclosure 
of property, the partnership has cancellation of indebtedness 
income under I.R.C. § 61(a)(12) or gain from a sale or other 
disposition	of	property	under	Section	61(a)(3).	The	definition	
of recourse liability found in the Section 752 regulations19 does 
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